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to reduce to a minimum the expense 
and practical difficulties imposed by 
law and regulation on the conduct of 
the securities business. 


In drawing upon the Commission’s 
work for specific illustrations of the 
type of problem which needs your 
cooperation for its happiest solution 
—if we are to avoid the imposition 
of further strict governmental regu- 
lation—I can think of no field more 
fertile, nor more appropriate to this 
gathering, than the field of account- 
ing practices. As you all know, the 
heart of the Commission’s work un- 
der the Securities Act lies in securing 
full and honest disclosure of the basic 
information without which no pur- 
chaser of securities can be expected 
to decide intelligently whether a se- 
curity is worth investing in; and ac- 
counting, being the science of or- 
ganizing and presenting financial in- 
formation in complete and accurate 
form, is the handmaiden of the prin- 
ciple of disclosure. The aims of the 
accountant and of the Commission 
lie very close together. 


And yet we find that the vast 
majority of stop order proceedings 
instituted by the Commission to pre- 
vent the further sale of securities on 
the ground that the basic data have 
been falsely or fraudulently repre- 
sented, arise out of the failure of ac- 
countants accurately to disclose the 
history and present state of their cli- 
ents’ affairs. Many of such cases, it 
is true, may involve plain and wilful 
fraud, and such cases need not con- 
cern us here, for we are not engaged 
in discussion of what to do about the 
crook. Many another case, however, 
as well as many a case evoking mere- 
ly criticism and condemnation from 
the Commission without the institu- 
tion of stop order proceedings, arises 
out of the adoption of accounting 
practises which, though inherently 
deceptive, are nevertheless recog- 
nized by state corporation laws and 
therefore accepted and followed by 
accountants without incurring cen- 


sure from their organized profes- 
sional associations. 

In order that I may not be accused 
of mere generalized criticism, let me 
take a few examples of accounting 
practices which are deceptive in their 
nature, and which nevertheless recur 
continually in registration  state- 
ments filed with our Commission. 

One outstanding example of the 
type of practice frequently con- 
demned by the Commission is the 
practice of concealing promoters’ 
profits in over-valued property ac- 
counts. You are all familiar with 
the problem: promoters, having ac- 
quired property of dubious or merely 
prospective value, transfer the same 
to a corporation which they have or- 
ganized, in return for all or a portion 
of the corporation’s stock. The prop- 
erty is then set up on the corpora- 
tion’s books either at the par value 
of the stock issued to the promoters, 
or at some arbitrarily selected stated 
value. In either event the figure at 
which the asset is set up on the bal- 
ance sheet is frequently grossly ex- 
cessive. 

It would be difficult to conceive a 
practice more readily lending itself 
to deception. Yet accountants have 
by no means set a uniform face 
against the practice; nor is any ef- 
fective deterrent afforded by the com- 
mon law or by state statutes. The 
frequent lack of a realistic approach 
by the courts to the problem of pro- 
moters’ responsibility to the corpora- 
tion and its other stockholders; the 
many technical pitfalls besetting ac- 
tions even by creditors; the further 
encouragement to dishonest promot- 
ers that was offered by the introduc- 
tion of the device of no-par stock; 
the difficulty of proving the neces- 
sary elements in an action of fraud 
and deceit—all these have many 
times been observed. The decisions 
of federal courts in particular have 
not been such as to discourage this 
type of over-valuation. In Old Domin- 
ion Copper Co. v. Lewisohn the Su- 
preme Court held thirty years ago 
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that, so long as all the stockholders 
at the time of the sale of the property 
to the corporation were aware of the 
facts and had ratified the transaction, 
the corporation was bound by its 
consent thus given, and no action 
might thereafter be maintained by it 
against the promoters, even though 
other investors subsequently pur- 
chased authorized but unissued stock 
from the corporation without knowl- 
edge of those facts. Since the pro- 
moters usually comprised all the 
stockholders at the time of the sale 
to the corporation, this rule, of 
course, effectively immunized them 
from any liability. McCandless v. Fur- 
laud, decided two years ago by the 
Supreme Court, may have made some 
inroad into this doctrine, but it is 
questionable whether it overthrew it. 
A bare majority of the state courts, 
it is true—New York does not seem 
to be among them—follow what has 
come to be known as the Massachu- 
setts rule, enunciated in Old Dominion 
Copper Company v. Bigelow. Under 
this rule the promoters’ fiduciary 
duty is considered to extend to in- 
coming subscribers in cases where 
the promoters held all of the issued 
but not all of the authorized stock 
at the time of the corporation’s con- 
sent and where as part of the original 
plan of promotion the corporation 
later issued additional stock to per- 
sons unaware of the promoters’ prof- 
it. Even these courts, however, con- 
cur in the federal rule to the extent 
of holding that the corporation may 
not recover when, at the time of the 
corporation’s consent, all of its au- 
thorized stock was outstanding and 
held by the promoters, even though 
the promoters themselves immedi- 
ately resold the stock to the public 
as part of the promotion scheme. 
Even under this relatively enlight- 
ened doctrine, then, the promoters 
need be careful only to take all the 
authorized stock, and so far as the 
laws of liability are concerned, they 
will have virtual carte blanche to set up 
the properties at grossly excessive 


valuations, and by means of this mis- 
representation of asset value induce 
into their enterprise a credulous pub- 
lic. And where the laws of liability 
do not prohibit or deter, too many 
an accountant has been willing to 
accede to the demands of an un- 
scrupulous and self-seeking client. 

The example | have given is obvi- 
ous to all. Less crude, though per- 
haps no less obviously filled with the 
seeds of deception, is the scheme 
whereby preferred stock is sold to the 
public under such circumstances that 
a large part of the proceeds is made 
legally available to common stock- 
holders by way of dividends. The 
operation is simple: preferred stock 
is issued with a par or stated value of 
$5 per share, a liquidation value of 
$25 per share and a redemption price 
of the same. Relying upon the liqui- 
dation and redemption values, the 
public is induced to purchase at an 
offering price of $25 per share. The 
corporation, however, sets the stock 
up in its capital account at $5, the 
par or stated value, the $20 balance 
being credited to a surplus account 
available for common stock divi- 
dends. At the best the preferred 
stockholder is mislead as to the true 
degree of protection to which his in- 
vestment is legally entitled; at the 
worst, he may wake up one day and 
find that four-fifths of his investment 
has been expropriated and that he is 
without remedy. 

I doubt if any of you would argue 
in support of deception of this char- 
acter. Preferred stock sold as I have 
suggested is in every real sense of- 
fered as a twenty-five rather than a 
five dollar investment, and it is noth- 
ing more or less than fraud to take 
advantage of a nominal “par” or 
“stated” value to permit diversion of 
the proceeds of sale into the pockets 
of junior security holders. Yet the 
Delaware corporation laws seem 
rather clearly to sanction such a prac- 
tice, and the New York corporation 
laws at least do not clearly prohibit 
it. It may well be that, notwith- 
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standing statutory permission, a 
court of equity would be persuaded, 
at the suit of a preferred stockholder, 
to enjoin such a patent misappropri- 
ation of his investment; but this 
question is still unsettled, and again, 
where the law does not prohibit, the 
accountant has been willing to go. 

I will not weary you with a further 
detailed statement of examples. Suf- 
fice it to refer briefly to the recent 
widespread practice of reducing de- 
preciation charges by means of arbi- 
trarily writing down fixed assets, for 
the purpose of freeing current in- 
come for the payment of dividends; 
the failure of many companies to 
restrict their earned surplus accounts 
for the cost of their own stock reac- 
quired and held in the treasury; the 
failure of many companies to em- 
ploy any scientific method of deter- 
mining depreciaton for the purpose 
of the accounts which they present 
to the potential investor, even though 
the same companies may be very 
careful to work out an orthodox 
straight-line depreciation scheme for 
tax purposes. Those of you who are 
acute to the professional responsibili- 
ties of the accountant can fill in the 
outlines and could yourselves pro- 
duce many more examples of equally 
questionable character. 

We in the Securities and Exchange 
Commission are not entirely remedi- 
less in coping with these abuses. 
From the Unity Gold Corporation 
case, decided by the Federal Trade 
Commission at the outset of its ad- 
ministration of the Securities Act, 
through the Queensboro Gold Mines 
case, decided only a few weeks ago, 
the Commission has not hesitated to 
attack with its heaviest artillery— 
the stop-order proceeding—registra- 
tion statements containing misrepre- 
sentations of the value of assets ac- 
quired from promoters. In cases not 
meriting this severe penalty, we have 
at least secured a modicum of dis- 
closure by requiring that any pur- 
ported independent valuation or ap- 
praisal be supported by a statement 


of its basis, and that valuations not 
purporting to be thus based be foot- 
noted to indicate not only the rela- 
tionship of the vendor to the corpora- 
tion, but also the purely arbitrary 
character of the valuation. Where 
the valuation is at par and contem- 
poraneously stock has been sold to 
the public below par, even this ex- 
planation has not been permitted to 
suffice, for misrepresentation cannot 
be cured merely by apology. Simi- 
larly, where preferred stock has been 
capitalized at below its liquidating 
and redemption values we have done 
our best to minimize the deceptive 
character of the operation by requir- 
ing a footnote to the balance sheet 
indicating the aggregate liquidating’ 
value and also stating the opinion of 
registrant’s counsel as to the legality, 
from the point of view both of statute 
and of possible equitable remedies, 
of any use of the so-called surplus 
for common stock dividends. Law- 
yers dislike giving such opinions, but 
the need is one of their own, or their 
clients’, making. 

Yet these sanctions, though they 
may serve as piece-meal protection 
to the public in the individual in- 
stances which come before our Com- 
mission, are not sufficient from the 
point of view of any long-range pro- 
gram. True, we may demand and 
even compel full disclosure of the 
inherently dishonest or deceptive 
character of particular devices; but 
misleading practices accompanied by 
confession of dishonesty are but poor 
substitutes for straightforward and 
conscientious accounting principles. 
Elimination of unsound accounting, 
not merely disclosure of its unsound- 
ness, is the goal. 

Here, then, I return to my central 
theme, the essentially cooperative na- 
ture of the job of government and 
business. We may bring stop-order 
proceedings. We may serve notice 
of deficiencies and use our salutary 
power to delay, at least for a period, 
the public offering of securities until 
the deficiencies are corrected. We 
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may circulate, as we have done, the 
opinions of our Chief Accountant, 
Carman G. Blough, as to the funda- 
mental principles underlying the ac- 
countant’s function as an aid to dis- 
closure. But these are not enough, for 
they are either fragmentary or purely 
advisory. What we, or you, or both 
of us, must do, is to get a clear pic- 
ture of the scope of the problem, and 
then attack it concertedly. 

There are two remedies. One lies 
with us. We may, as we have not 
yet done, seek to develop our rule- 
making power under the Securities 
Act for the formulation of account- 
ing rules designed to impose mini- 
mum standards of accounting theory 
and practice upon accountants whose 
work is to be submitted to our scru- 
tiny. Already, as Judge Healy an- 
nounced in his recent address before 
the annual meeting of the American 
Accounting Association, efforts 
along this line are being undertaken 
by the Commission’s staff, with a 
view to codifying a few of the more 
elementary standards of sound ac- 
counting which are accepted by a 
majority of good accountants. As we 
now visualize it, this program is no 
more than a cooperative attempt on 
our part to aid the accounting profes- 
sion in its own efforts to fix and 
maintain the standards to which all 
responsible and independent accoun- 
tants already adhere. We should de- 
plore as much as you the necessity 
of going further, and imposing dras- 
tic government restriction and super- 
vision on the practices of account- 
ants. 

The alternative to a more pervasive 
policy of government regulation of 
accounting practices lies with you. 
By this I do not mean that you have 
not, both individually and through 
your professional associations, con- 
tributed heroically to the task of 
raising accounting ethics. Much has 
already been done. But even the best 
intentioned and most conscientious 
accountant may hesitate to refuse, 
merely in the interest of sound ac- 


counting theory, to comply with the 
wishes of his client in following prac- 
tices clearly sanctioned by state laws ; 
and much therefore remains to be 
done in the way of overhauling state 
laws which authorize or permit prac- 
tices repugnant, as many of those 
I have described must be, to the 
ideals of the profession. Therefore, 
it is incumbent upon you, if you 
would do your part of the job, not 
only to establish your own standards 
of sound practice and theory, from 
which you will not be swayed by the 
importunities of your clients, but also 
to lend the full weight of your influ- 
ence to revision of those corporation 
laws which serve as temptations to 
depart from that objectivity essen- 
tial to a proper discharge of the ac- 
countant’s duties. Laws themselves, 
you must recall, are the product of 
public demand for the codification of 
standards evolved by the public con- 
science; and the articulate members 
of interested professions are the most 
potent force in the crystallization and 
codification of those standards. 
Thus far I have been talking pri- 
marily to the accountants, and al- 
though I have done my best to stress 
the cooperative nature of the job 
which faces both us and them, I 
fear some of you may feel that I too 
have taken the position that coopera- 
tion means that the other fellow 
should do something about it. To 
protect myself against this charge, 
let me discuss briefly before I close 
an entirely different field where joint 
efforts by government and business 
are needed to bring about results de- 
sired by both—a field in which the 
demand for improvement has come 
from business rather than govern- 
ment, and in which government, 
rather than business, is on the de- 
fensive. I refer to the problems cre- 
ated by the overlapping of federal 
and state jurisdictions over the issu- 
ance and sale of securities. 
Outstanding among the problems 
facing the investment banker, the 
lawyer and the accountant alike, in 
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preparing for the distribution of a 
new issue of securities to the public 
is the problem of meeting the diverse 
requirements of state and federal 
regulating bodies. We in Washing- 
ton realize no less than you—perhaps 
because you so frequently tell us 
about it— the sheer physical burden 
of work involved in registering or 
qualifying an issue of securities un- 
der the laws not only of the Federal 
Government but also of the several 
states in which the offering is to be 
made. What you gentlemen often 
fail to realize, I believe, is that by and 
large we in the government are no 
less anxious than you to achieve sim- 
plicity and uniformity, to reduce the 
burden of detail and red tape, and 
to concentrate our efforts and yours 
in a joint endeavor to reach the 
simple objectives of the Securities 
Act—full and honest disclosure of the 
basic facts which must be known be- 
fore anyone ‘can intelligently make 
up his mind whether or not a security 
is worth investing in. 

If this be so, you may ask, why 
do not we in the government take 
more affirmative steps towards the 
simplification and integration of the 
processes of governmental supervi- 
sion of the issuance of securities? 

To answer this question let us re- 
view briefly the history of the prob- 
lem. As you know, entirely apart 
from the Securities Act of the Feder- 
al Government, and long before any 
statute of so sweeping a character 
had been even conceived, the several 
states of the Union were engaged in 
the enacting of “blue sky” laws of 
one kind or another. Over a period 
of a generation such laws have been 
enacted in 47 out of the 48 states. 
These statutes have varied widely 
in character, but in general they fall 
into three classes: the so-called 
“fraud statute”, of which your own 
Martin Act is a modified form, the 
“disclosure” statute upon which the 
Securities Act is based, and finally 
the type of statute which requires 
qualification and even approval of 


the merits of securities before they 
may be offered to the public. 


While these statutes undoubtedly 
did much for the ten millions or more 
of investors in the country, their ef- 
fects were, of course, necessarily 
limited by the constitutional re- 
straints of our federal form of 
government. Full realization that 
the distribution of securities had be- 
come in large measure a nation-wide 
business with which the individual 
states could not successfully cope 
came only after the depression of 
1929, and, when it came, led to the 
enactment of the Securities Act. This 
federal statute, however, sought to 
do no more than impose basic standards 
of honesty and completeness in the 
disclosure of the facts from which 
alone understanding of the merits 
of securities can be gained. The 
Securities Act could not, and did not 
seek to supersede state control of the 
sale of securities within their own 
boundaries; it could, and did, imple- 
ment state laws by providing basic 
standards of disclosure for all issues 
not purely local in character. 


With the theory of state supervi- 
sion and federal coordination few of 
you would disagree. Yet you and 
we both know that much still re- 
mains to be done to adjust this 
theory to the practical exigencies of 
modern interstate financing. Law- 
yers and accountants alike may be 
glad to lay before both the Securities 
and Exchange Commission and the 
commissions of the several states 
where their clients’ securities are to 
be sold, all of the facts bearing upon 
the nature and merits of the securi- 
ties. But they resent, with a well 
justified bitterness, the demand that 
the same information be submitted 
to half a dozen or more commissions 
in an equal number of different forms 
and on an equal number of different 
time schedules. It is not the fact that 
so many governmental bodies are 
inquisitive about us, they say, but 
that each one of them has its own 
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idea of how they want us to explain 
our proposition. 

Here, then, is the second example 
I would give you of the need for 
cooperation between government and 
business. Failure of state and gov- 
ernmental authorities adequately to 
integrate their regulatory processes 
is of concern to government and 
business alike; for the irritation of 
business in its efforts to satisfy gov- 
ernment can only result in creating 
friction which decreases the efficiency 
of government. The job of bringing 
about a closer integration between 
these processes is a joint one for 
business and government. 

Some recognition of the problem, 
and attempt at its solution, is already 
being manifested by government. In 
Massachusetts a commission was 
created at the last session of the 
general court for the purpose, among 
other things “of making a survey and 
study of the laws of the common- 
wealth regulating or otherwise per- 
taining to the promotion and sale of 
securities, with a view to bringing 
said laws into harmony with the 
Federal Security Act of 1933”. In 
Pennsylvania and Michigan consid- 
eration was given at the last sessions 
of their respective legislatures to 
laws designed to effect a similar in- 
tegration ; and in Maryland the prob- 
lem has received some consideration 
from State officials. The National 
Association of Securities Commis- 
sioners resolved at its 1936 confer- 


ence that the Association “accept 
such forms that might be drawn and 
presented by the committees on uni- 
form registration statements, as far 
as they are applicable to the laws of 
the several states”. And in South 
Carolina a law was adopted in 1936 
under which “seasoned” securities 
registered with the Securities and 
Exchange Commission on Form A-2 
may be qualified in South Carolina 
by a simple process of “notification”. 

These developments in the process 
of integration have, I believe, had 
the hearty support and assistance of 
such organizations as the Investment 
Bankers Association and the Invest- 
ment Bankers Conference,Inc. These 
and other similar organizations have 
recognized that the impetus must 
come from business as well as gov- 
ernment—that even the best inten- 
tioned government officials may fre- 
quently be so busy in the handling 
of day to day details of administra- 
tion that the development of long- 
range programs may lag sadly unless 
stimulated by the constructive criti- 
cism and suggestion of interested 
and informed professional groups. 
If you and your representative asso- 
ciations will believe, and act on the 
belief, that this constructive criticism 
and suggestion not only is welcomed 
by government but also helps gov- 
ernment to do its part in the attain- 
ing of objectives desired by both, 
the attaining of those objectives will 
be vastly easier. 


The S.E.C. and The Accountant 


By Victor H. Stemper, C. P. A. 


R. LANE should be thanked, 

and through him the Securities 
and Exchange Commission, for the 
constructive tenor of his address in 
respect of cooperation between the 
S.E.C., Business, and the Professions. 
To this we all shall gladly pledge 
our aid. Likewise do we welcome 
the recommendation that a concerted 
effort be made to bring about uni- 
formity in State requirements there- 
by solving the aggravating problem 
of meeting the diverse demands of 
State and Federal Regulatory Bodies. 
Concerning the overhauling of State 
laws “which authorize or permit 
practices repugnant to the ideals of 
the profession”, we say: “amen”. 
Mr. Lane wisely says: 

“Laws are the product of public de- 
mand for the codification of standards 
evolved by the public conscience; and 
the articulate members of interested pro- 
fessions are the most potent force in 
the crystallization and codification of 
these standards.” 

We know of cooperation between 
C. P. A. Societies and Bar Associa- 
tions in revising corporate statutes 
which has borne fruit in the more 
progressive states. The proposal is 
thoroughly practicable, and_ the 
Board of the New York State Society 
of Certified Public Accountants 
should be urged to participate in such 
projects in collaboration with the 
Bar and others. 


Extremes as Criteria 


In depicting transgressions which 
require reform, all are prone to seize 
upon extremes which emphasize the 
issue. Mr. Lane will, no doubt, agree 
with this statement. Laymen, un- 
fortunately, and the Press, almost 
invariably interpret these extremes 


as typical of general practice. Cer- 
tainly, this was not Mr. Lane’s in- 
tent, nor that of his associates on 
other occasions, in drawing upon 
“Stop Order” cases to exemplify the 
points discussed. Someone has 
spoken, recently, of the “tyranny of 
words”. The phrase is apt on this 
occasion. Although Mr. Lane has 
said: “the aims of the accountant 
and of the Commission lie very close 
together”, he has also said: “Yet 
accountants have by no means set a 
uniform face against the practice.” 
Moreover, he has said: “And where 
the laws of liability do not prohibit 
or deter, too many accountants have 
been willing to accede to the de- 
mands of unscrupulous and selfseek- 
ing clients.” Rightly or wrongly, the 
impression prevails that these utter- 
ances intend a general accusation. 
This, we may be sure, was uninten- 
tional. Certainly, we must demur to 
any such implication. We should re- 
mind ourselves and others that the 
organized profession has aggres- 
sively championed sound accounting 
principles and the fair disclosure of 
material facts for many years. By 
no means marking the beginning of 
the crusade, but as tangible evidence, 
one needs only recall the pamphlet 
entitled: “Approved Methods for 
the Preparation of Balance Sheet 
Statements”, issued by the profes- 
sion in April, 1917 under the auspices 
of the Federal Reserve Board, the 
revised edition of the pamphlet in 
1929, and the current revision pre- 
pared and published by the American 
Institute of Accountants in January, 
1936 entitled: “Examination of 
Financial Statements.” These docu- 
ments conclusively establish the fact 
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that the profession has earnestly 
fostered sound principles and prac- 
tice in financial reporting. 

Throughout this period, the pro- 
fession has recognized that the 
divergent standards of the law con- 
cerning Capital Stock, Surplus, Divi- 
dends, and Treasury Shares, for 
example, have supplied an unsatis- 
factory basis for financial reporting 
insofar as the disclosure of material 
fact and criteria of sound accounting 
practice are concerned. The struggle 
has been long and arduous, some- 
times discouraging. The gains have 
not been made by the spectacular 
“forward pass” but by “bucking the 
line” persistently in a slow but steady 
advance toward the goal. In any 
well ordered society effective reforms 
are the product of evolution, not 
revolution. If you will review the 
transition in accounting practices in 
this country during the past fifty 
years you will be astonished by the 
acceleration in that progress; but 
even to those of us who have shared 
in the latter half of that period the 
advance has seemed very gradual. 
Speed is always relative; and sound, 
lasting change may be accomplished 
best by deliberate action, as op- 
posed to hastily conceived radical 
changes. 


Overvaluation of Properties 


The abuses which are latent in 
promotional overvaluation of prop- 
erties are self-evident. The profes- 
sion has been aware and wary of 
these situations, and the difficulties 
besetting the accountant’s task have 
not been lessened by the Court 
precedents which fail to deter over- 
valuation. It may he said that the 
profession has definitely “set its face 
against such deception” for many 
years. It should be emphasized, how- 
ever, that it is not the flagrant cases 
which create a problem, but the many 
borderline transactions. These do 
indeed tax the accountant’s ability. 
It is one thing to recognize deceit in 
capitalizing a woodshed as if it were 


a mansion, and quite another matter 
to pass judgment upon the propriety 
of values attributed to properties of 
obvious merit and appropriate util- 
ity. There are many such cases in 
which the accountant may with 
propriety rely upon expert opinion. 
The accountant is not an appraiser 
of quality or value, notwithstanding 
that, within the limitations of ex- 
ceptional experience and training, he 
may be qualified to hold an opinion. 
He has the right to rely upon the 
judgment and opinion of qualified 
experts, or the judgment of manage- 
ment: 

“He does not undertake in practice to 
substitute his judgment for that of man- 
agement, when the difference is not of 
major importance, when the manage- 
ment’s judgment is not unreasonable, 
and when he has no reason to question 
its good faith.” 


Paid-in Surplus 

The profession has long insisted 
that the Law provides at best an 
unsatisfactory basis for candid por- 
trayal of financial facts, in respect of 
the creation of Paid-In Surplus by 
the issuance of stocks at prices in 
excess of their par or stated values, 
and the related questions of divi- 
dends distributed out of such surplus. 
The consensus in the profession has 
urged the clear segregation of such 
paid-in surplus, and has opposed the 
payment of dividends from such sur- 
plus as being in fact a distribution of 
capital (paid-in capital), although 
not technically out of the “trust 
fund” represented by the amounts 
assigned to issued shares. The posi- 
tion of the profession in this respect 
has not been without opposition 
from business and certain members 
of the Bar, who have insisted upon 
the contrary, economically unsound, 
legal concept. 


Depreciation 


The question of depreciation is ad- 
mittedly one of the most perplexing 
problems of business and financial 
reporting. Many accountants in the 
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present group have heard the argu- 
ment advanced by otherwise reason- 
able business men that physical de- 
terioration of equipment is more 
than offset by appreciation of land. 
They have also heard other similar 
arguments, all of which are greeted 
with derision today. Twenty-five 
years ago most businesses provided 
depreciation sporadically, if at all; 
and usually only to the extent that 
profits could bear the charge. Con- 
sistency of method and the useful 
life of assets were disregarded. The 
establishment of sounder bases of 
fixed asset accounting was a crusad- 
er’s job, the brunt of the battle being 
borne by accountants. The Bureau 
of Internal Revenue has not helped 
to solve the problem on an econom- 
ically sound basis. In all fairness, no 
one can deny that the Bureau has 
resisted allowances exceeding an ir- 
reducible minimum; whereas the 
opinion is widely held that provi- 
sions for depreciation, generally 
speaking, have been far too low for 
many years. 

Technological improvements in 
productive equipment have come 
much faster than it has been possible 
to assimilate them. A_ substantial 
portion of investment must be re- 
covered before business can afford to 
scrap the old and adopt the new. 
Managements with real vision realize 
this, and accelerate amortization as 
far beyond the ordinary bounds of 
useful life as may be possible in the 
light of competitive prices, financial 
policy, and tax deterrents. On the 
other hand, too many business men 
permit tax aspects to discolor their 
reasoning and to distort the applica- 
tion of conservative accounting prac- 
tices. Definite liberalization of de- 
preciation allowances should be en- 
couraged within reasonable limits of 
consistent practice and sound ac- 
counting and engineering bases. The 
crux of the matter lies in the fact 
that the analyses of fixed assets 
available in the average business are 
far too meager. The problem cannot 


be attacked intelligently without 
fully detailed unit control records of 
such assets. Paradoxically, T.D. 
4422, and the Commissioner’s mimeo- 
graph 4170 did much to stimulate 
further analysis of fixed assets, al- 
though these regulations were quite 
obviously designed to further the ob- 
jectives of the Ways and Means 
Committee in reducing depreciation 
deductions theretofore allowed. 

In too many cases the analysis of 
fixed assets has not been carried far 
enough: insufficient sub-classifica- 
tion, too many composite rates, not 
enough unit control. Only in excep- 
tional cases has this job been done 
fully and well. Until this work is 
more broadly undertaken, deprecia- 
tion will continue to be a sore spot 
in accounting practice. For the pur- 
pose of interpreting the history of 
equipment as an aid to forecasting 
life expectancy; for the control of 
maintenance and replacements; for 
the purpose of checking the adequacy 
of depreciation provisions by means 
of “observed depreciation”; in fact 
for the control of the existence and 
possession of assets purporting to 
belong to the business, unit control 
records are essential. Beyond all of 
these aspects of depreciation is the 
nore important question of the 
soundness of the original basis of 
stating the amount of fixed assets. 
For example, the sanction of con- 
ventional practice for many years 
permitted the use of “Cost” as a 
designation for assets acquired partly 
for cash, partly for stock, or as a 
part of a mixed aggregate of assets 
for an upset consideration of cash, or 
stock, or both. The stock issued by 
the purchaser may have borne a par 
value or may have been of no par 
value. If the latter, it may have had 
an assigned value at the time of is- 
suance, or a minimum stated value. 
The value attributed to the fixed 
assets may have been based upon 
appraisal of the assets at the time of 
acquisition, but it is far more likely 
that the amount adopted may have 
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been arbitrarily based upon the par 
value, minimum stated value, as- 
signed value, perhaps upon book or 
even market value at the time of issu- 
ance of such stock. The cost or other 
basis of fixed assets to a vendor 
probably has no relation to the utility 
of such assets to a_ purchaser. 
Appraisal at time of acquisition is 
obviously indicated if one would ap- 
proach the question accurately. Here 
again, we should note, questions of 
taxation have beclouded the issue 
and reared barriers to an economic- 
ally sound solution of the problem. 
The tax base of depreciation of prop- 
erty in the hands of tranferor and 
transferee, complicated by questions 
of tax-free reorganizations, and re- 
lated problems have added difficulties 
which are most perplexing. 

With all of these problems the ac- 
countant has struggled valiantly to 
the best of his ability. It is quite 
simple to rear ideals of perfection. 
It is quite another matter to deal 
practically with the day-to-day prob- 
lems of business. We may be proud 
of the progress that has been made, 
and at the same time admit that 
much remains to be done. Certainly, 
as to the need and importance of 
adequate disclosure in respect of 
these matters, we may give our un- 
qualified endorsement. 


Flexible Rules and Standards 


The fact that inadvertent, or even 
intentional, abuses of the application 
of accounting principles may have 
been apparent in exceptional case§, 
should not preclude the application 
of such principles in cases where they 
are soundly and consistently applied. 
The establishment of inflexible rules 
and standards will never prevent 
abuses. Honesty of purpose is essen- 
tial. The accomplishment of the pro- 
fession, and its high standing in the 
business community bear undeniable 
testimony of integrity. This ideal 
we shall continue to guard jealously. 
Likewise, the profession may be 
counted upon to lend every coopera- 


tion in the solution of these joint 
problems of business, the investor, 
government, and the profession. We 
deplore the suggestion that account- 
ing principles should be put into a 
straight-jacket. We should be eager 
to find new and correct uses of prin- 
ciples, if we are to keep pace with the 
development of commerce. 
Principles are not inventions, but 
rather discoveries of basic truths; 
and although basic principles are 
fixed, their application to unlike situ- 
ations is varied. Uniform accounting 
practice has a place in industry when 
comparable conditions prevail, but its 
application is limited. Differences in 
accounting methods between sepa- 
rate establishments in an industry 
are often branded as random differ- 
ences, when the truth is that they are 
carefully considered distinctions, 
based on a clear grasp of essential 
conditions and designed to present 
the material facts of each business in 
such form and sequence as manage- 
ment deems best suited to the pur- 
pose. Consistency of application is 
the prime essential, and freedom of 
choice of the methods best suited to 
a given case should remain uncon- 
fined. Popular allegations of “lack of 
accounting principles” arise out of a 
failure to discriminate between prin- 
ciples as such and the varied applica- 
tion of the principles, which is essen- 
tial in respect of the unlike charac- 
teristics of different businesses. We 
should resist strongly the prescrip- 
tion of rigid rules, and stoutly defend 
the necessity for flexibility in the 
application of accounting principles. 
In passing, attention should be di- 
rected to the admirable work which 
has just been published by the Amer- 
ican Institute of Accountants, en- 
titled: “A Statement of Accounting 
Principles”, prepared by an _ inde- 
pendent Research Committee, headed 
by Dr. Sanders of Harvard. The 
standing of the authors of the report 
marks the volume, as a most valu- 
able contribution to the subject des- 
tined to become a highly important 
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historical document in the annals of 
accounting. The Sanders’ report 
deals not alone with those things 
which may be called fundamental 
principles as such, but also with re- 
lated subordinate rules of account- 
ing, and stresses that: 


“An understanding of the extent to 
which judgment has thus entered into 
the preparation of accounting state- 
ments is essential to the comprehension 
of them.” 


The report seeks to clarify the dis- 
tinction between principles and their 
application by the following state- 
ment: 


“The existence of a body of generally 
accepted accounting principles does not 
mean that there is only one proper ac- 
counting treatment for every situation 
with which the accountant must deal. 
For many such situations there are 
available a number of treatments which 
are in accord with the generally ac- 
cepted principles. But the affirmation of 
the general acceptance of accounting 
principles does mean that many and, 
indeed, most of the possible treatments 
are inappropriate. The failure to see that 
it is not the essential nature of a prin- 
ciple to forbid all courses of action save 
one, that a rule of conduct which permits 
some course of action and forbids others 
is a principle, explains, it is believed, the 
denial by some of the existence of ac- 
counting principles and their general 
acceptance.” 


It is to be hoped that the Sanders’ 
Report will stimulate continued dis- 
cussion for it is, of course, incon- 
ceivable that the Report, admirable 
though it is, will be accepted in toto 
by the profession. Out of such dis- 
cussion should grow a body of prin- 
ciples accepted by the profession as 
a whole. It must be recognized, how- 


ever, that to the extent that such 
statements relate to the application 
of principles we shall continue to 
have transition in accounting prac- 
tices to fit the changing needs of 
Commerce. 


In Conclusion 


The Securities and Exchange 
Commission will have a part in 
moulding the accepted applications 
of accounting principles. The pro- 
fession should welcome mutual co- 
operation in this regard. It should 
be borne in mind that the Commis- 
sion’s viewpoint is necessarily influ- 
enced by its interpretation of the 
Acts which it is called upon to ad- 
minister. In seeking to serve that 
purpose, the demand for detail re- 
lating to current years, and historical 
information concerning earlier years 
should not be made unduly burden- 
some. The objective should be sim- 
plicity and brevity without jeopard- 
izing the adequate disclosure of ma- 
terial fact. Much that the Commis- 
sion has done, in challenging alleged 
deficiencies in registration state- 
ments, has sought to protect the 
issuer, underwriters, and experts 
from the liabilities of the Securities 
and Exchange Acts; and its rulings 
are rapidly building a reassuring 
body of precedent concerning the 
things that are needed to properly 
disclose material fact; but there is 
grave danger that an increased de- 
mand for information will rear an 
intolerably unwieldy mass of data, 
the preparation of which will involve 
time and expense utterly incommen- 
surate with the object to be served. 


The Present-Day Scope of Monthly Audits 


By LAWRENCE J. SEIDMAN, C. P. A. 


T IS appropriate to initiate my 
paper with the seemingly para- 
doxical statement that “a monthly 
audit may not be a monthly audit”. 


It might be well, therefore, before 
proceeding further, to define the sub- 
ject of review so that all of us may 
be speaking the same language. I 
shall, with the license of nomencla- 
ture accorded us, classify a monthly 
audit as—an examination of the 
books of account of any business 
concern on a continuous basis, the 
frequency of which ranges from once 
a week to once every three months, 
but usually once a month. Termin- 
ology that is often employed is “peri- 
odic audit” or “continuous audit”. 


The frequency of the audit will 
usually be dependent on one or more 
of the following factors: 


First—The type of business in 
which the concern is engaged: 


Most concerns find it expedient to 
use the calendar month as a fiscal 
time yardstick. Others, however, by 
necessity or custom, follow different 
procedure. A notable example is 
that of concerns engaged in the 
perishable foods industries. Among 
these an examination at weekly in- 
tervals is customary and arises by 
reason of the nature of the inven- 
tory in trade. In the theatrical busi- 
ness, (which includes night clubs, 
cabarets and very often, restaurants), 
the fiscal time unit is also a week, 
because those engaged in these enter- 
prises have learned to measure busi- 
ness by weeks rather than by months. 
This time admeasurement offers, too, 
a more dependable barometer in these 
lines of endeavor and lends to closer 
comparison and analysis. 


Second—The ability and adequacy 
of the concern’s own staff : 


The ability of the staff in com- 
piling and presenting information to 
the management, as well as the ele- 
ment of internal control, is a con- 
sideration that both the management 
and the accountant must recognize 
in determining the frequency of ex- 
aminations. An organization, prop- 
erly knit from both business and 
accounting viewpoints, will require 
less frequent examination than one 
not well organized, all other things 
being equal. 


Third—The size of the concern: 


The size of the enterprise and the 
ability of its staff usually travel 
hand in hand. In the main, a large 
concern, one perhaps that might be 
termed as “big business”, is well or- 
ganized, has an adequate system of 
internal control, and accordingly 
may dispense with monthly audits. 
Of course, smaller enterprises may 
possess all the attributes in this 
direction of their larger brethren. 
As they usually do not, the need of 
more frequent audits is often present. 


Last—Certain special situations: 


The desirability of a monthly 
audit may arise from special circum- 
stances surrounding the situation 
and need not originate from the fore- 
going factors. For illustration, busi- 
nesses being conducted under ab- 
sentee ownership arrangements or 
where special financial investments 
are involved, may undergo regular 
and frequent examinations. Let us 
dwell no further on the subject from 
the aspect of frequency. 

Now then, generally, what are the 
purposes of a monthly audit? They 
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can probably be expressed most 
clearly if divided into three broad 
classifications and considered from 
the respective viewpoints of the in- 
terested parties. Therefore, let us 
examine the facts: 

Firstly—From the clients’ view- 
point; 

Secondly—From the credit gran- 
tor’s viewpoint ; and 

Lastly—From the accountant’s 
viewpoint. 

In consideration of the first classi- 
fication—the client’s viewpoint : 

There was mentioned earlier that 
for the most part “big business” did 
not avail itself of monthly audits 
by independent accountants. The 
probabilities are that the smaller 
client, and the client next in line as 
to size, are so manned that the regu- 
lar periodic advice and assistance of 
an accountant, if not essential, are 
at least very desirable. 

It is not unusual to find among the 
smaller business concerns an inter- 
mingling of the duties of the person- 
nel. The bookkeeper may open the 
mail, check credits, prepare invoices 
and, perhaps, be required to perform 
a host of other duties. Oftentimes, 
there is more than one person in the 
office who will perform identical 
duties at the same or different times. 

It is quite evident that in situations of 
this sort the element of internal control 
is practically absent. Here is where the 
accountant fulfils a very important step 
—that, of supplying by his detailed 
monthly audit operations a form of in- 
ternal control that the client is lacking 
under its own plan of operation. Un- 
doubtedly this is the greatest benefit 
that a small client derives from a 
monthly audit. 

The detailed audit operations as 
usually set forth in the accountant’s 
audit program, will insure by proper 
checks, a continuity of control in the 
examination of the client’s affairs. 
If the audit program is properly pre- 
pared, it will automatically furnish 
a large portion of that internal con- 


trol that would ordinarily be lack- 
ing; it will lead to a greater accuracy 
of the books and records from an 
accounting and bookkeeping stand- 
point ; and it will minimize the possi- 
bility of pilferages, defalcations, ete. 
that the client might be subjected to. 
Although the accountant cannot 
assure the client as to the foregoing, 
he certainly can ease the manage- 
ment’s mind in that direction. 

There was pointed out previously 
that the accountant might render 
regular financial counsel to a client 
for whom he was performing a 
monthly audit. It might be argued, 
and justly so, that the accountant 
might give this same counsel even 
where a monthly audit was not being 
performed. Examine your experi- 
ences! Compare in your own cases 
the number of times you hold dis- 
cussions with clients for whom you 
perform monthly audits, with those 
for whom you perform annual audits. 
You know very well that you prac- 
tically live with the ones for whom 
you render frequent services and 
that, on the other hand, you just 
about re-introduce yourselves an- 
nually to your annual audit clients, 
unless some special circumstances 
have decreed otherwise. 

This financial counsel may be along 
the lines of any business or account- 
ing problem, but we need be con- 
cerned only with those services that 
are most frequent and important, 
and that may be generally termed 
as “aid to management”. 

All of us have heard the word 
budget and know its meaning. Fewer 
of us, however, employ budgets in 
the affairs of our clients. I will dwell 
but generally on the subject inas- 
much as it will be covered in more 
detail in a later paper. 

Those accountants who prepare 
budgets for their clients, do so, of 
course, with the assistance of the 
management. The budget is gen- 
erally prepared on a monthly basis 
with due regard to seasonal varia- 
tions. Its object is to mark a lane, 
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so to speak, over which the client 
may navigate a clear course with 
the aid of a competent pilot. The 
lane need be continually charted to 
give effect to variations and chang- 
ing conditions. The accountant who 
performs a monthly audit is in a 
position to do his charting that fre- 
quently. 

After the accountant per- 
formed his routine audit steps, he 
will usually want to present, by 
means of a report, a clear picture of 
the financial condition and operating 
results to his client. The form, con- 
tent and completeness of the report 
will vary with the particular busi- 
ness and the client’s wishes. It may 
or may not embody details with re- 
spect to the comparison of the 
budget as laid down and the actual 
results achieved. 

The scope and content of the re- 
port is a matter that will be dealt 
with by another speaker. 

The monthly audit serves, too, in 
enabling the accountant to render 
prompt tax advice to his client. This 
often avoids overpayments and, at 
the same time, permits of the mini- 
mizing of the client’s tax liability by 
the proper timely guidance through- 
out the year. 

Several other advantages that a 
client may derive from a monthly 
audit, are: 


(1) The client’s financial, busi- 
ness and accounting problems may 
be reviewed currently, in the light 
of swiftly changing conditions. 


(2) The effect of the account- 
ant’s periodic visits serves to keep 
the client’s staff on its toes and, at 
the same time, allows the account- 
ant to review regularly the com- 
petency and adequacy of the client’s 
personnel. 

(3) Along with this latter point 
the accountant may ascertain cur- 
rently whether among his larger 
clients the various department heads 
render accurate reports to the man- 
agement. 


Now, then, from the credit gran- 
tor’s viewpoint: 

No one knows better than the 
credit grantor the value of current 
and accurate financial information 
with respect to his risks. Un- 
doubtedly,: the best source for this 
information is the accountant’s 
monthly report. The report may 
vary in content from a mere classi- 
fied trial balance, prepared after giv- 
ing effect to the accountant’s adjust- 
ments, to detailed financial state- 
ments accompanied by explanatory 
notations. 


In these uncertain days the basis 
on which credit is initially granted, 
may be altered considerably in a 
very short space of time. The fi- 
nancial picture of one month may 
be almost unrecognizable the next. 
The accountant’s monthly report 
certainly allows for a clearer per- 
spective currently. 


Not only does the report serve as 
a “news bulletin”, but it may form 
the actual basis for the extension 
of credit. It may be said in all fair- 
ness that the rendering of monthly 
reports is of equal advantage to 
both the credit seeker and the credit 
grantor. 


It is established procedure in 
certain lines of business, where con- 
ditions fluctuate frequently and vio- 
lently, for the accountant’s report, 
or certain portions of it, to be de- 
livered over the telephone to credit 
grantors—this with the client’s con- 
sent, of course. Such matters as 
bookings, current policy with re- 
spect to mark-ups, etc., are custom- 
arily dealt with. This is timely 
service indeed. 


Can there be any doubt of the 
more secure feeling on the part of 
the credit grantor, if he is aware 
that a monthly examination is being 
conducted for one of his risks by a 
competent accountant, and that he 
will be apprised of that account- 
ant’s findings currently? 
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And, lastly, from the accountant’s 
viewpoint: 

It is rather unfortunate that many 
of our clients have not been edu- 
cated as to the desirability of adopt- 
ing a natural business year. The 
resultant effect is the mass closing 
of books on a December 31 fiscal 
year basis. This contributes greatly 
to the so-called seasonal period that 
accountants are faced with between 
January and March of any year. 
Recognizing this situation, it is ap- 
parent that the average practitioner, 
if his accounts were all in the annual 
engagement category, would be quite 
busy about three months of the year. 
Undoubtedly, special work would 
arise during the remaining nine 
months, but probably insufficient in 
amount to warrant the retention of 
a complete and permament staff 
throughout the entire year. 

The monthly audit will usually 
provide the accountant with twelve 
audits instead of one. It enables the 
accountant to maintain a permanent 
staff, trained in the procedures of 
the organization, so that, not only 
may the monthly audits be disposed 
of and work spread over the entire 
year, but the peak season finds a 
fully trained staff on hand to meet 
the situation. 

By performing the audit monthly 
throughout the year, the account- 
ant’s work is usually eleven-twelfths 
finished at the time the client’s fiscal 
period ends. If that date is Decem- 
ber 31, as it very frequently is, then 
so much less pressure is brought to 
bear on the accountant’s organiza- 
tion during the peak period. 

In addition to reducing the volume 
of work when time is at a premium, 
the monthly audit tends to a greater 
efficiency in the accountant’s in- 
ternal organization. As has been 
mentioned, he has a trained account- 
ing staff. It also follows that he 
must have a trained typing and 
stenographic department and other 


internal office help. Accustomed to 
routine laid down throughout the 
year, it is hardly a transition for the 
office staff to get into the swing of 
things when pressure is greatest. 


The practitioner, in his contact 
throughout the year with his clients, 
has his fingers on the pulse of gen- 
eral business conditions. It is es- 
pecially true if a number of his 
clients are in the same line of busi- 
ness. This familiarity not only allows 
for the disposition of problems more 
currently and efficiently over the 
entire clientele, but has the tendency 
of doing away with, “leaving for 
tomorrow that which can be done 
today”. The airing of problems 
throughout the year decidedly eases 
the time tension during the peak 
when it is required most, especially 
among the executive and adminis- 
trative members of the staff who 
might otherwise be required to dis- 
pose of an accumulation at the time 
of the closing. 

Another advantage is the closer re- 
lationship between accountant and 
client engendered by the constant 
contact. This relationship, if prop- 
erly applied, serves to educate the 
client as to the necessity of the ac- 
countant’s services. This is especial- 
ly true if the client is employing ac- 
countants on a monthly basis for the 
first time. 

However, if the adage “familiarity 
breeds contempt” is to be kept within 
the bounds of mere words, let your 
service be a constructive one! 

However, all is not “gravy”. The 
monthly audit consumes more time 
in the aggregate than an audit per- 
formed but once or twice a year. 
More time means greater cost—but, 
greater cost does not necessarily spell 
greater fee. So that, even though 
certain benefits have been derived by 
the accountant, there is no doubt they 
are somewhat offset by their costli- 
ness. 
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Special Features of Monthly Audits 


By JoseruH SANDLER, C. P. A. 


"THE preceding speaker has told 

you in a general way the part 
that a monthly audit plays in the 
practice of a public accountant and 
in the business life of the client who 
has availed himself of this type of 
service. In the time allotted to me 
I will discuss some special features 
covered by the accountant in per- 
forming his monthly audits which 
emphasize the value of this service 
to the client and illustrate the im- 
portance attached thereto by the 
business man who has come to ap- 
preciate the helpfulness of the ac- 
countant in shaping his financial 
policies and business program. Dif- 
ferent industries, of course, present 
different problems, but time limita- 
tions make it necessary for me to 
confine my remarks to special fea- 
tures that are covered in monthly 
audits of a few selected industries 
and types of organization which I 
believe many of you serve in a pro- 
fessional capacity. 


So far as their purpose is con- 
cerned, the special features of a 
monthly audit may be broadly classi- 
fied into three divisions, as follows: 

1. The service that enables the ac- 
countant to guide and coun- 
sel his client in the financial 
conduct of his business. 

2. The auditing precautions that 
tend to minimize the possi- 
bilities of losses through the 
peculation or misappropria- 
tion of the funds of the client. 

3. The ascertainment and intelli- 
gent presentation of data re- 
garded as essential by both 
the client and credit grantors. 

One of the ways in which an ac- 
countant can assist his client in the 


conduct of his affairs is to establish 
a budget to guide him in the opera- 
tion of his business. The budget can 
be prepared for a period of a year or 
for a season in industries that are 
highly seasonal. In the preparation 
of these budgets due consideration 
must be given to the client’s working 
capital, the size of the organization 
involved, the client’s past experience 
and other factors that affect the pro- 
jected business volume, the percent- 
age of gross profit or the overhead. 

In preparing an operating budget 
for a concern that has been in busi- 
ness for some time, past perform- 
ances are of vital importance. With 
respect to new business ventures the 
budget should be based upon a con- 
servative estimate of anticipated 
sales volume, a normal percentage 
of gross profit and the overhead ex- 
penses should be budgeted accord- 
ingly. At frequent intervals com- 
parisons should be made between the 
budgetary figures and the actual per- 
formances and the budget should be 
revised whenever it is found neces- 
sary in order to meet changes in the 
client’s business. 

In addition to an operating budget 
it often becomes necessary to pre- 
pare a cash budget showing a client’s 
cash requirements at certain peak 
periods during the year. In arriving 
at the cash requirements the terms 
of purchase and sale prevailing in 
the industry are important factors. 
This type of information in seasonal 
industries is of paramount impor- 
tance in order to permit of proper 
arrangements being made for bank 
credits in advance of the season. 

Another type of budget that can 
be of material assistance to clients 
may be termed the “purchase bud- 
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get” which forecasts the monthly 
purchases of merchandise. This type 
of budget will frequently prevent 
overbuying by maintaining a proper 
ratio between purchases and sales, 
and permit better timing of pur- 
chases and maturities. It will also 
help to avoid unusual mark-downs 
and assist the client in maintaining 
proper turnover ratios. Accountants 
that serve retail establishments are 
well aware of the effect of substan- 
tial mark-downs on a store’s operat- 
ing results. 

In the preparation of these budgets 
the accountant should avail himself 
of data published by research agen- 
cies, such as Harvard Research, Dun 
& Bradstreet, and other similar or- 
ganizations. Valuable information 
may be obtained from these services 
and profitably employed in the ac- 
countant’s budget work. The client 
will be deeply appreciative of such 
information. 

Having prepared a budget for the 
client the accountant must take steps 
to insure a performance in line with 
predetermined statistics. It is essen- 
tial in this connection for the ac- 
countant to scrutinize the cost cal- 
culation books of the client in order 
to determine whether a proper per- 
centage of mark-up is being obtained 
on manufactured merchandise. The 
percentage of mark-up shown by a 
comparison of the cost with the 
scheduled sales prices should be 
somewhat higher than the margin 
used in your budget. This excess 
represents the reserve provided for 
reductions in mark-up that may re- 
sult from sales made below sched- 
uled prices. 

In jobbing concerns it is not very 
difficult to determine the percentage 
of gross profit inasmuch as a simple 
comparison of the purchase cost and 
the sales prices of the more popular 
items will give you a fairly repre- 
sentative percentage of the gross 
profit that the client is obtaining on 
his sales. Moreover, it is a compara- 
tively simple matter in a jobbing 


business to organize the client’s rec- 
ords so as to permit of the costing 
of each sale. This will enable you 
to determine the total monthly gross 
profit earned by the client and by 
deducting therefrom the expenses 
for the month the resultant net profit 
or loss may be ascertained. Of 
course, this does not take into con- 
sideration fluctuations in the market 
values of the inventory remaining on 
hand at the end of the month. 

After having scrutinized a client’s 
cost records and satisfied yourself 
that a proper margin of profit has 
been provided for in the selling 
prices, a distinct shock is sometimes 
experienced when the profit and loss 
statement has been prepared and de- 
livered to the client and it is found 
that the percentage of gross profit 
actually obtained is considerably 
smaller than that which was antici- 
pated. The client will very often fail 
to see the reasons for such discrep- 
ancies and perhaps show some appre- 
hension as to the correctness of your 
figures or the accuracy of the inven- 
tory that has been submitted. Much 
of this apprehension or lack of under- 
standing may be avoided if provision 
is made for an analysis of sales con- 
summated at less than regular prices 
and the amount of gross profit lost 
through such reductions duly stressed. 
This analysis may be made by some- 
one in the client’s employ as part of 
his regular duties and will very often 
avoid protracted and costly investi- 
gations in order to determine the 
reasons for the unsatisfactory results 
shown in a client’s report. 

The costing of sales may be used 
in small retail establishments but in 
larger retail firms the retail method 
of inventory control should be em- 
ployed. This enables the accountant 
to study the initial mark-up, the per- 
centages of mark-downs and the rate 
of maintained gross profit. By pro- 
viding these breakdowns by depart- 
ments you can, by using the previous 
year’s figures as a base, provide the 
client with monthly budgets showing 
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the amount of merchandise he is open 
to buy and the amount of inventory 
he is expected to have on hand at the 
end of the month in each department. 
This monthly budget is predicated 
upon a contemplated sales volume 
and the budget can be regulated if 
there should be a substantial varia- 
tion between the actual sales and the 
budgeted sales volume. The retail 
inventory control enables you to 
have frequent inventories taken at 
retail prices for comparison with the 
book inventories. 


As previously mentioned, valuable 
information may be obtained from 
various publications concerning 
proper overhead ratios and your own 
actual experience in certain indus- 
tries will give you a clear conception 
of normal overhead percentages. 
Certainly the preparation of budgets 
will serve as a guide to your client 
and enable you to detect unusually 
high overhead expenses and to sug- 
gest steps that you may deem ad- 
visable to correct such conditions. 


With respect to the second class 
of special features, i.e., those which 
tend to minimize the possibility of 
loss through misappropriations, | 
doubt that there is anyone in this 
room who has not at some time or 
other had the experience of uncover- 
ing a defalcation, and that in a great 
many instances the defalcations ex- 
tended over a long period of time 
before they were discovered despite 
the fact that frequent audits had 
been made. If we were to make 
monthly audits in such detail as to 
guarantee the discovery during the 
month in which the manipulations 
began of any misappropriation of 
cash or merchandise, the cost of such 
audits would be prohibitive. How- 
ever, as the result of the experience 
of the members of the committee, we 
are suggesting that certain features 
be incorporated in your monthly au- 
dits which we feel will reduce to a 
minimum the possibilities of loss 
through such channels. 


In addition to the regular audit of 
the cash account it is advisable at 
various intervals during the year to 
obtain duplicate deposit slips directly 
from the bank and to compare them 
with the cash books. In this manner 
any kiting indulged in by a book- 
keeper or cashier may be brought to 
light. I recall an instance in which 
a bookkeeper was using customers’ 
checks to cover up C.O.D. receipts 
which she had misappropriated, 
holding up the credit to the custo- 
mers’ accounts until a later date 
when checks received from other 
customers were used. An examina- 
tion. of duplicate deposit slips re- 
ceived from the bank revealed the 
fact that the amounts on the deposit 
slips did not coincide with the en- 
tries in the cash book even though 
the total deposits agreed. An investi- 
gation disclosed that the bookkeeper 
had continued to use some of the 
checks received daily in order to 
cover up previous peculations. In 
auditing cancelled vouchers special 
attention should be paid to endorse- 
ments and to checks outstanding for 
a long period of time. 

It is important to scrutinize the 
accounts receivable at various inter- 
vals and to call the client’s attention 
to apparently slow-paying accounts. 
This will sometimes disclose that a 
customer has paid but that the book- 
keeper or cashier has diverted the 
money to his own use. Where your 
audit procedure does not provide for 
a detailed check of the accounts re- 
ceivable monthly, it is advisable to 
check two or three different letters 
of the ledgers each month so that 
every account will have been scru- 
tinized at some time or other during 
the course of a year. Special atten- 
tion should be given to accounts that 
do not pay specific bills but pay on 
account. 

Despite the fact that a balance 
sheet audit is made only once a year 
in most cases, the petty cash should 
be counted several times during the 
year if the fund maintained is of a 
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fairly substantial size. The petty 
cash vouchers should be written in 
ink and the amount written out in 
order to preclude the possibility of 
changes being made therein. A petty 
cash voucher that has been audited 
should be stamped or cancelled by 
the auditor. 

Cash sales and C.O.D. shipments 
provide temptations to cashiers and 
bookkeepers to indulge in manipula- 
tions of the cash funds. The auditor 
should check such transactions to 
see if the cash received from these 
sales was deposited without undue 
delay. 

In most industries cash or trade 
discounts are allowed to customers 
at uniform rates. If the sales are 
entered gross and the discount de- 
duction is shown in the cash book, 
the accountant should determine 
whether any customer has been cred- 
ited for discounts allowed at a higher 
rate than the customary percentage. 
I have in mind a situation wherein 
a customer paid an invoice of $2,100.00 
by check in the amount of $1,932.00, 
having deducted $168.00 representing 
8% discount to which he was en- 
titled. The bookkeeper credited the 
customer with $2,100.00 but entered 
only $1,872.00 in the cash column 
and $228.00 in the discount column. 
On the next line the sum of $60.00 
was entered and credited to the cash 
sale account and the $60.00 actually 
received for a cash sale was misap- 
propriated. An examination of the 
discount column by the auditor dis- 
closed the excess credit for discount 
and the fraud was discovered. A 
further investigation revealed the 
fact that such peculations had been 
carried on over a period of several 
months and involved quite a sub- 
stantial sum. 

The auditor should always obtain 
the client’s approval on “void” 
charges and sales allowances. Sales 
returns should be checked against 
receiving records. reasons 
therefor are quite apparent. 

Misappropriations of merchandise 


may be minimized through the in- 
stallation of perpetual inventory rec- 
ords. If the expense of maintaining 
perpetual inventory records is too 
great, you may provide for a weekly 
unit count whch should be reconciled 
with units purchased or manufac- 
tured. 

The practice of making a unit 
count has been adopted quite gen- 
erally in the dress and coat industry, 
and I believe this has to a great 
extent reduced the amount of pilfer- 
age. Some executives in the cloak 
and suit industry have gone so far 
as to provide for a daily count. 

It may be said that it is preferable 
to have a partial perpetual inventory 
record to no record at all. In these 
cases an inventory record is kept of 
the more expensive items. 

A comparison of the gross profit 
percentage reflected by a statement 
of income and profit and loss with 
the margin of gross profit shown by 
the cost calculation books may indi- 
cate discrepancies which upon in- 
vestigation may prove to be the re- 
sult of continual pilferage by 
employees. 

With the advent of the social 
security taxes the payroll records of 
business concerns have been materi- 
ally improved and the possibility of 
fraud reduced. It is still advisable, 
however, for the auditor to test- 
check payroll cards against the pay- 
roll book and at infrequent intervals 
to make the actual distribution of 
the payroll envelopes. 

In order to assure the auditor that 
no invoices will be paid unless the 
merchandise represented thereby has 
been received, it is advisable in some 
cases to check the purchase invoices 
against the receiving records. Where 
the time allotted to the audit does 
not permit of the inclusion of this 
operation frequent test-checks should 
be made. 

We now come to the third and 
last part of my discussion of special 
features of monthly audits, viz., those 
which tend to insure the presentation 
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of correct figures to the client and 
the credit grantors. I am not refer- 
ring to the report issued as the result 
of a balance sheet audit. 


Most of us can remember the time 
when a financial statement would be 
issued on behalf of a client at the 
end of a fiscal or calendar year and 
no further information was available 
to the credit grantor until the close 
of the following year. However, dur- 
ing recent years the accountant has 
been burdened with the task of sub- 
mitting to banks and credit men 
periodic information which has a 
vital bearing upon the amount of 
credit obtainable by the client. Of 
course, this information is only given 
with the approval of the client. In 
this connection it should be borne 
in mind that the monthly reports 
prepared by the accountant are fre- 
quently used by the client to give 
his creditor up-to-the-minute infor- 
mation. \Ve are, therefore, not sur- 
prised to find that attempts are fre- 
quently made by clients to cause 
their books to reflect a more favor- 
able condition than that which actu- 
ally exists. We must be continually 
on our guard to see that the informa- 
tion given orally or through the 
medium of our monthly report is 
accurate. 


The methods commonly resorted 
to in order to reflect an inflated finan- 
cial condition and the steps that 
should be taken to guard against the 
falsification of records may be sum- 
marized as follows: 


Inflating Accounts Receivable — 
It is essential that the auditor scru- 
tinize the sales book and take special 
note of invoices of unusually large 
amounts. These invoices should be 
checked against express receipts and 
the original orders received from the 
customers. If the auditor is not fully 
satisfied as to the authenticity of 
these sales invoices, direct communi- 
cation with client’s approval should 
be had with the customers involved 
for the purpose of obtaining con- 


firmation of the correctness of their 
accounts. This is essential even 
during monthly audits where sus- 
picion exists. 

Instances have been discovered of 
collusion between a client and his 
customer in which the customer con- 
firmed the correctness of the balance 
due from him but further investiga- 
tion proved the account to be ficti- 
tious. Accounts receivable are very 
often inflated by the shipment of 
merchandise on open order or on 
consignment. An examination of the 
sales returns of the succeeding month 
will usually disclose such inflation. 

Express receipts should be exam- 
ined to make sure that shipments 
made during the first few days of a 
month have not been added to the 
sales of the preceding month. In 
one instance a client was found to 
make it a practice to keep his sales 
book open until the 10th of the suc- 
ceeding month, and to close his pur- 
chase book on the 20th day of the 
month under review, with the result 
that his books reflected a ratio of 
current assets to current liabilities 
which was considerably distorted. 

Unusual Cash Deposits — Large 
cash deposits are sometimes made 
just before the end of a month in 
order to cover officers’ overdrafts or 
to reduce partners’ drawing accounts 
and thereby improve a company’s 
cash position. The auditor must as- 
certain whether or not the cash has 
been withdrawn immediately after 
the close of the month. The check 
stubs for the succeeding period 
should be examined to determine 
whether such large withdrawals 
were made. The money may in fact 
have been withdrawn through the 
medium of checks taken from the 
back of the check book and no check 
stubs made out in order to conceal 
such withdrawal. It is, therefore, 
advisable in cases where large de- 
posits have been made on the last few 
days of a month to call for the bank 
statement during the middle of the 
following month and to reconcile the 
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balance appearing thereon with that 
shown by the books on that date. 

Inventories — Where inventories 
are submitted periodically by a client 
for use in the preparation of the 
auditor’s reports, the auditor should 
attempt to determine the accuracy 
thereof by test-checking the record 
of the stock on hand against recent 
purchases or production records. The 
raw material prices should be checked 
against purchase invoices and the 
prices shown for finished goods 
should be compared with subsequent 
sales invoices. Of course, finished 
goods in the inventory should be 
evaluated at an amount that indi- 
cates a normal percentage of gross 
profit when compared with the most 
recent sales invoices. 

Retail inventories are very often 
inflated through the failure on the 
part of a client to make a proper 
record of his mark-downs or because 
of his neglect to take mark-downs 
during the proper period. It is, there- 
fore, important for the auditor to 
examine the original mark-down 
record for the current month and for 
the next succeeding month. Abnor- 
mal mark-downs taken immediately 
after the close of a month are usually 
an indication that a considerable 
part of such mark-downs should have 
been taken prior to the close of the 
month. 

Special attention should be direct- 
ed to loan and exchange accounts. 
A close scrutiny of the entries in 
these accounts may disclose borrow- 
ings from finance companies and the 
hypothecation of accounts receivable 
or other assets to secure unpaid 
loans. 

Understatement of Liabilities — 
There have been cases where clients 
have held back purchase invoices 
from the bookkeeping department 
for the purpose of preventing the 
accountant from reflecting all the 
liabilities of the client in his monthly 
report. It is, therefore, incumbent 
upon the accountant, in making a 
monthly audit, to attempt to ascer- 


tain whether or not all liabilities have 
been recorded. An examination of 
the receiving records should be made 
to see that all invoices for merchan- 
dise received during the month have 
been entered in the purchase book. 
An examination of the invoices en- 
tered in the purchase book in sub- 
sequent months may reveal the fact 
that some of the invoices bear earlier 
dates. 

Those of you who serve clients in 
the business of manufacturing ladies 
ready-to-wear know that a substan- 
tial number of these so-called manu- 
facturers have their merchandise 
manufactured by contractors. In 
most cases the contractors are charg- 
ed for the raw material sent to them 
and credited for the finished mer- 
chandise delivered by them. The 
difference between the two amounts 
represents the agreed labor price. I 
have seen monthly statements which 
set forth as an asset or a liability the 
debit or credit balance, as the case 
may be, shown by the contractor’s 
controlling account. This is obvious- 
ly incorrect. The auditor should 
analyze each contractor’s account, 
setting up the amount of merchan- 
dise in the possession of the con- 
tractor as a part of the client’s in- 
ventory and the amount due for labor 
as a liability to the contractor. 

It is sometimes possible to discov- 
er unentered liabilities through an 
examination of the cash book for 
the subsequent month. Accrued 
expenses, commissions or special 
bonuses are usually ascertainable 
through subsequent cash book 
entries. 

The auditor must be careful to 
give effect to liabilities for social 
security taxes or other tax assess- 
ments that remain unpaid. Contin- 
gent liabilities because of proposed 
additional assessments of income 
taxes and possible liabilities for wind- 
fall taxes must be noted in the 
auditor’s report. 

In connection with monthly audits 
of companies in seasonal industries 
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it is advisable to prepare at certain 
times during the year schedules of 
purchase commitments and custom- 
ers’ orders on hand and to incorpo- 
rate such data in the report. Balance 
sheets and operating statements pre- 
pared at the conclusion of monthly 
audits may sometimes indicate an un- 
favorable trend unless consideration 
is given to orders on hand for mer- 
chandise to be shipped shortly after 
the date of the balance sheet. In 
many instances merchandise may be 
finished, packed and ready for ship- 
ment and such information should 
be made available to those whose 
business dealings with the client 
make it necessary for them to keep 
currently informed with respect to 
his financial status. 

A careful study should be made 
of the adequacy of the insurance 
coverage. A client whose inventories 
fluctuate widely because of the na- 
ture of his business may sustain sub- 
stantial losses due to insufficient 
coverage if a fire should break out 
when his inventory is at its peak. It 
is, therefore, advisable to examine 
the insurance policies during the year 
for the purpose of determining 
whether any specific recommenda- 
tions should be made to the client in 
order to make sure that he is fully 
protected against such possible hap- 
penings. Use and occupancy insur- 


ance should be recommended in situ- 
ations where a compulsory stoppage 
will result in large losses because of 
high fixed charges or other factors. 


During the course of his audit, 
commensurate with the time avail- 
able, the auditor should study the 
functions and activities of the various 
departments of the business and 
make recommendations to increase 
their efficiency. He should add to the 
scope of each monthly audit a special 
investigation of one or more phases 
of the client’s business, such as the 
operation of the receiving, shipping, 
production, and buying and selling 
departments, and the functioning of 
the system of inventory control. 


Many of the points stressed in 
this discussion are applicable to 
balance sheet audits as well as 
monthly audits. However, because 
they are frequently lost sight of in 
the performance of a monthly audit 
they are brought to your attention. 


In conclusion, it is my opinion that 
the accountant who includes special 
features of a constructive nature in 
his monthly audit program will find 
that his work will become increas- 
ingly valuable to the client who will 
look forward to receiving his reports, 
and the progress of the accountant 
will thereby become enhanced with 
a resultant increase in his income. 


Monthly Audit Administration, Working 
Papers and Reports 


By Stpney B. Kaun, C. P. A. 


LTHOUGH there are extensive 

and elaborate books and treatises 
dealing with administration, work- 
ing papers and reports, in general, 
little attention has been given to the 
special problems under these head- 
ings arising in connection with 
monthly audits. In this paper the 
various points under discussion will 
be treated strictly from the point of 
view of the monthly audit. 

Under each topic, certain prevalent 
practices are enumerated and some 
specific procedures arerecommended. 
It is, of course, understood that the 
procedures outlined are suggestive 
and cannot be applied under all cir- 
cumstances. 


I. ADMINISTRATION 
A. Audit Programs: 

It is not intended to discuss in de- 
tail the various audit steps entailed 
in making a monthly examination. 
Instead, reference is made only to 
the use of audit programs. 

Written programs, of one kind or 
another, are almost indispensable in 
the conduct of monthly audits. 
There are two general types in use. 
They are: 


1. Standardized forms listing all 
steps to be covered on every 
audit. One program is used 
for each engagement. The 
various steps to be performed 
are indicated thereon. 


2. Individually written programs 
designed especially for each 
engagement. 


Both types of programs generally 
have the following in common: 


1. The individual operations to be 
performed are listed on the 
left hand side in summary 
fashion; 


2. Columns are arranged on the 
right hand side for the 
months of the year; 


3. The frequency with which the 
various points are to be cov- 
ered and whether each is to 
be made the subject of test or 
done in detail is indicated on 
the program (usually by a 
key such as this: — M for 
mandatory, D for discretion- 
ary, T for test, B for bi- 
monthly, Q for quarterly, 
etc.). 

It is extremely desirable to use the 
aforementioned audit programs in 
conjunction with standard manuals 
of audit procedure. Such manuals 
should emphasize throughout that 
the auditor must always be on the 
alert, and that the detailed written 
program cannot act as a substitute 
for the exercise of intelligence, vigi- 
lance, and good judgment. 


B. Staff: 

The many points relating to staff 
training, education, rules of conduct, 
etc. applicable to auditing generally 
apply, of course, to monthly audits 
with equal force. It is not necessary 
to dwell upon these subjects here. It 
may, however, be well to touch upon 
the matters of rotating the staff and 
contacting the client. 

There appears to be little uniform- 
ity with respect to assigning engage- 
ments to the staff. Many practitioners 
do not alternate their staff men from 
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month to month on the same engage- 
ment. Against rotating, there is this 
to be said—the client prefers that 
the same auditor make the examina- 
tion every month believing him to be 
more efficient because of his greater 
familiarity with the audit; and, the 
accountant will generally find the 
task of assigning work much less 
difficult where his men are not trans- 
ferred from one engagement to an- 
other. On the other hand one must 
give heed to other considerations : 


1. Uninterrupted performance by 
the same auditor may tend to 
make his work perfunctory; 


2. Undue familiarity between the 
assistant and the client or his 
employees may result from 
too frequent visits; 


3. Rotating men often affords the 
principal an opportunity to 


measure the comparative 
efficiency of the several staff 
men; 


4, Different men may bring differ- 
ent and fresh points of view 
to the engagement ; and 


5. It is desirable to have more 
than one staff member avail- 
able who is intimately famil- 
iar with each audit. 


C. Client Relationship: 

As to the proper relationship with 
the client, it is a good policy for the 
principal to maintain as close pro- 
fessional contact with him as time 
will permit. Personal calls at occa- 
sional intervals are most desirable. 
Unfortunately the client frequently 
does not understand that his affairs 
are receiving the attention of the 
principal. Some clients feel that the 
principal manifests a lack of interest 
in their problems when his calls are 
too sparsely spaced. 


D. Work Control and Supervision 
in the Accountant’s Office: 
There are many variations in pro- 
cedure with respect to the details 
performed in the accountant’s office 


in connection with the supervision 
and control of monthly audit work. 
I shall present a chronological out- 
line of a simple plan which, with 
some variations, may be adapted to 
different working conditions. 


Engagement Register 

The first basic record is the 
Engagement Register. This is a con- 
tinuous journal in which all engage- 
ments are listed giving the number, 
name of client, nature of work, date 
or period covered, and, for new en- 
gagements, the date commenced. 
The engagements are numbered 
chronologically, a new number be- 
ing assigned for each fiscal year. It 
has been found helpful to distinguish 
recurring audits from special work 
by prefixing the engagement number 
with an “R” or an “S”. Monthly 
work can be differentiated from 
year-end work by appending the 
letters “a” or “b” to the engagement 
number. All files, bills, time records, 
tax returns (and sometimes corre- 
spondence) should bear the number 
assigned to the engagement. 

The next subject to be considered 
is that of assigning and following-up 
monthly audit work. 


Monthly Work Schedule 

In the case of offices having a 
comparatively small practise, a 
Monthly Work Schedule (as illus- 
trated in Figure I) will provide a 
tractable starting record. This 
schedule is prepared at the beginning 
of the month and lists all monthly 
examinations to be performed during 
the month, in the order in which they 
are generally ready. It is arranged 
in columnar form to provide the fol- 
lowing information: 
Engagement number 
Name 
Ready date 
Budget time 
Auditor 
Started—Date, hour 
Completed—Date, hour 
Time taken 
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The schedule of the month before 
and the schedule for the correspond- 
ing month last year (for bi-monthly, 
quarterly, and other than monthly 
interim audits) will provide a help- 
ful guide in preparing the program 
for the current month. When the 
month’s work is completed, the 
schedule is preserved for later use. 


Engagement Record Card 


For larger organizations a monthly 
follow-up record such as the one just 
described may be inadequate or 
otherwise impractical. Instead a 
flexible card system may be employed 
whereby the same record can be used 
repeatedly for a year or more. Under 
such a plan a card is prepared for 
each monthly engagement covering 
the fiscal year. The cards are kept in 
a separate file which is divided into 
three sections:—(1) To be done; 
(2) In process; and (3) Completed. 
As engagements progress from one 
stage to another, the respective cards 
are transferred to the appropriate 
section. The card itself (Figure II) 


is designed to provide substantially 
the same information as given in the 
Monthly Work Schedule previously 
discussed. Where a simple cost sys- 
tem is in operation, the card, after 
making some modifications, may be 
made to serve the dual purpose of 
cost card and follow-up record. 


Weekly Assignment Sheet 


The foregoing records will not in 
themselves provide adequate means 
of controlling the assignment and 
performance of engagements. A 
weekly assignment or location sheet 
is almost indispensable. Such a sheet 
should be prepared in advance show- 
ing the tentative work assignments 
for each member of the staff for the 
ensuing week. As the week pro- 
gresses all necessary changes from 
the original assignments are noted 
directly on the sheet. This form (see 
Figure III) consists of a number of 
vertical columns the first of which is 
used for the days of the week (given 
by name and date). The remaining 
columns are headed by the names of 


ENGAGEMENT RECORD CARD 


ENGAG.NO. 
NATURE OF WORK 
YEAR ENDED BUDGET TIME 

2 
$ 4 
6 
& 
9 
10 
12 


F 1GURE II 


Tue New York CErtIFIED Pustic ACCOUNTANT 


32 - 


Ill SYNSI 


AVOYN LYS AVOSYNHL | AVOS3NL AVONOW 


L33HS 


Tue New York CERTIFIED PuBLic ACCOUNTANT - 33 


the members of the staff. Where the 
staff names are too numerous to be 
accommodated in this fashion, the 
alternative of arranging the names 
vertically and the days horizontally, 
readily suggests itself. 


Ready Dates 

An unsystematic method of ar- 
ranging for audit dates would of 
course seriously impair the efficiency 
of work control. The matter of ready 
dates thereby assumes much im- 
portance. Ready dates may be ob- 
tained by telephone calls or by writ- 
ten notifications from the client. For 
the latter purpose a printed postcard 
form may be distributed by the ac- 
countant to his clients. A follow-up 
system should be maintained in the 
accountant’s office whereby clients 
are communicated with if not heard 
from within a reasonable time. A 
complete, up-to-date list of ready 
dates should be available at all times. 


Time and Cost Records 

There is little to be said about time 
and cost records that is peculiarly 
applicable to monthly audits. It may 
not be amiss, however, to emphasize 
the importance of strict adherence 
to the cardinal requirement that staff 
time reports be rendered to the office 
promptly. In view of the shorter in- 
tervals between examinations, this is 
of great moment in organizations 
where monthly audits prevail. 

All time records might well be 
made to distinguish between time 
spent on regular monthly work on the 
one hand, and on tax and year-end 
work on the other. Time spent on 
special work for the same client, out- 
side the scope of the regular engage- 
ment, should be separately recorded. 


Billing 
As fees for monthly audits are gen- 
erally on an annual retainer basis 
payable monthly, billing should pref- 
erably be done monthly upon com- 
pletion of the audit (including the 
report). Where year-end work, as 


opposed to monthly work, involves, 
relatively, a considerable expenditure 
of time, it might be preferable to 
arrange for a separation of the an- 
nual retainer as between a monthly 
and year-end fee. This would, of 
course, require separate billing. 
Filing 

The subject of filing generally has 
no place here. Suffice it to say that it 
is advisable to separate monthly 
from year-end and any other working 
papers of the same client, and to file 
copies of typewritten monthly re- 
ports together with the working 
papers. 


II. WORKING PAPERS 


The subject of working papers is 
one upon which several very good 
text books have been written. It is 
not intended to repeat or dwell upon 
any of the interesting topics found in 
these texts. The discussion will be 
limited to conditions encountered 
only in monthly audits. 

There appears to be a substantial 
lack of uniformity of practice with 
respect to mechanical features, tech- 
nique, content, and other phases of 
working papers prepared in connec- 
tion with monthly audits. This 
makes it extremely difficult to report 
what is generally done in this regard. 
With your permission, I shall at- 
tempt to describe a system of 
monthly working papers with which 
I am familiar. 


Mechanical Features 


This system is based upon the use 
of 84%”x 11” analysis paper. This 
size (which provides only 2 or 3 less 
horizontal lines than the larger 
sheets), has been found to have many 
advantages over the more commonly 
used 814” x 14” paper. All other sta- 
tionery conforms to the size of the 
analysis paper. The following com- 
prises the stationery required: 


1. File envelopes, expanding type 
with open top. For current 
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papers this seems preferable 
to the usual closed top docu- 
mentary envelope; 


2. Closed top expanding file en- 
velopes for closed files ; 

3. Two-piece file covers of heavy 
stock oak tag; 


4. Index sheets with alternating 
tab extensions; 
5. Paper, consisting of: 

(a) 8%” x 11” analysis paper 
with from 4 to 7 money 
columns, as preferred ; 
17”x 11” analysis paper 
with 12 or 14 money col- 
umns; 

254%” x 11” analysis 
paper with 21 money 
columns ; 

844” x 11” note paper 
with horizontal rulings 
only, used for text mat- 
ter and memoranda. 


(b) 


(c) 


(d) 


The paper, index sheets and covers 
are all uniformly punched on the left 
hand side for binding. 


Arrangement of Current File 
A complete set of current monthly 
audit working papers is arranged as 
follows: 

1. The open top file envelope is 
the container in which the 
papers are kept. The name 
and engagement number is 
typewritten or printed on the 
outside upper left hand cor- 
ner of the envelope. 

2. The envelope contains two sep- 
arate sets of papers each 
bound in the heavy tag covers 
referred to above. One set 
constitutes the monthly 
working papers file and the 
other is the permanent file. 


3. The permanent file, which con- 
tains the usual papers relat- 
ing to organization, capitali- 
zation, leases and other such 
matters, is separately bound 
and contains an index of its 


contents. These papers 
should be readily accessible 
to the auditor when he is en- 
gaged in making his monthly 
audit. Too frequently these 
papers are buried somewhere 
in the office with the year-end 
or other files. 


The current monthly working 
papers file is separately bound and 
contains: 


1. Working papers for each 
month grouped in this order: 


(a) Typewritten copy of report 
(b) Longhand draft of report 


(c) Special matters for attention 
of office 


(d) Trial balance and/or work 
sheet 


(e) Adjusting journal entries (to 
be made in the books) 


(i) Reconciliation of cash 


(g) Other analyses and schedules 
arranged in order of their 
position on the trial balance 


(h) Memoranda of matters arising 
and disposed of during the 
audit, and 


(i) Last month’s memoranda for 
disposition this month. 


Index sheets with tab extensions 
bearing the names of the months are 
used to separate the papers of one 
month from another. The earliest 
papers are kept at the bottom of 
the file. 


2. Working papers required for 
all monthly audits of the cur- 
rent fiscal year are grouped 
together and kept at the top 
of the file. These papers gen- 
erally consist of: 

(a) The audit program 

(b) schedule of pro rata 

monthly charges for insur- 
ance, depreciation, taxes, in- 
terest, bad debts, and the 
like, together with detailed 
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computations supporting 


them 


(c) Monthly journal entries for re- 
port purposes, and 


(d) Skeleton report forms type- 
written in advance for 
auditor’s draft of report. 


At the end of the fiscal period, 
after the year-end examination is 
completed, the monthly working 
papers are transferred from the cur- 
rent file envelope to a closed-top file 
envelope in which the year-end ex- 
amination papers are also placed. 
After proper labeling the closed file 
is then filed away according to en- 
gagement number. 


The new current monthly file is 
then opened. The next succeeding 
available engagement number is as- 
signed to it. The permanent file is 
brought forward and again kept with 
the current papers. 


Classification of Accounts 


Where monthly audits are made, it 
is especially advantageous to work 
with books of account that are appro- 
priately designed. This will aid the 
auditor in performing his work with 
the greatest efficiency and minimum 
waste of effort. A well classified 
general ledger, arranged with a view 
to curtailing analysis work and 
affording a ready basis for the prepa- 
ration of reports, is the end to be 
sought. The accountant should care- 
fully consider the advisability of re- 
classifying the accounts even though 
this may have to be done at his own 
expense. This will often prove to be 
an investment that pays handsome 
dividends. 

In classifying the general ledger, 
columnar accounts can be employed 
to advantage. Frequently the gen- 
eral ledger designed for monthly 
audit purposes will be somewhat dif- 
ferent from an otherwise satisfactory 
arrangement. For example, a general 
ledger. columnar account entitled 
“Charges for Later Allocation” can 


be beneficially employed as the re- 
pository for such items as taxes, in- 
terest, water charges, insurance, 
license fees and other fixed charges. 
The use of this account will be re- 
ferred to again later. 


Trial Balance and Adjustments 

The manner of preparing the work 
sheet and the detail required in con- 
nection with it will, of course, be 
governed to a great extent by the 
report that is to be rendered. 
Monthly adjustments may be made 
in one of three ways: 


1. Directly on the books 


2. In the working papers and 
posted directly to the report, 
and 


3. In the working papers and 
posted to the work sheet. 


Under the first two methods the 
same sheet may be used for six or 
more monthly trial balances without 
rewriting the names of the accounts, 
two money columns being used for 
each month. 

A similar method may be followed 
to record journal entries in the work- 
ing papers. Another economy of 
effort in connection with journal en- 
tries made for report purposes is 
accomplished by combining in one 
entry the reversal of accruals for the 
prior month and the recording of the 
same for the current month. This is 
done by entering both a debit and 
credit for the same account on the 
same line. Prepayments and inven- 
tories may also be journalized in this 
way. 

Time Savers 

The office can save the staff con- 
siderable time with respect to some 
written details that are required 
month after month. The typing de- 
partment can prepare manifold cop- 
ies of the text material in the various 
exhibits and schedules constituting 
the report as well as comparative 
figures of prior periods. The auditor 
is thus supplied with a skeleton re- 
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port to which he need only add cur- 
rent figures and make whatever 
changes in terminology are neces- 
sary. 

Wherever possible, the auditor 
should accumulate data from month 
to month that may be necessary or 
helpful in connection with the year- 
end work. Obviously, this has the 
advantage of lightening the burden 
that falls upon us at the busiest time 
of the year. 


III. REPORTS 


The word “report”, in a broad 
sense, may be defined as an official 
statement, a published account. As 
treated herein, a monthly audit re- 
port will be considered to be any 
regular, written, interim account or 
statement submitted by a public ac- 
countant to or on behalf of his client, 
regardless of its form or content. 

Comment will be limited to points 
that are peculiar to, or of special 
interest or importance in connec- 
tion with monthly audits. 

In actual practice, accountants’ 
monthly reports vary widely. Refer- 
ence will be made to certain features 
in such reports. The more common 
types of monthly reports are: 


1. Those comprised of two main 
exhibits—a balance sheet and 
an income statement, based 
upon physical, perpetual, or 
estimated inventories; 


2. Reports prepared without in- 
ventories. These generally 
consist of a statement of as- 
sets and liabilities and a state- 
“ment of operations, both 
showing the amount of in- 
ventory required to keep 
capital intact; and 


3. Classified general ledger trial 
balances (in one exhibit). 


A. Comments and Qualifications: 

It is desirable that every monthly 
report be accompanied by a clear 
statement setting forth any and all 


qualifications with respect to the ex- 
hibits submitted. It is generally im- 
material whether such explanations 
are embodied in a letter of transmit- 
tal (attached to the exhibits) or are 
stated on the exhibits themselves. 
When a letter is used the usual 
phrase “subject to the accompany- 
ing qualifications” should appear 
prominently on the exhibits and 
schedules. 

Many accountants fail to observe 
this practice explaining that such 
qualifications are unnecessary be- 
cause the monthly report is intended 
for the client and that he under- 
stands its limitations and conditions. 
This reasoning is invalid because 
professional accountants’ reports are 
formal documents that should dis- 
close the nature and basis of the 
figures submitted. This should be as 
true of monthly and other interim 
reports as it is of annual balance 
sheet audit reports. It is obvious 
that the accountant cannot control 
the use to which his report will be 
put after it has left his hands. Cer- 
tainly where monthly reports are 
submitted to credit grantors, they 
should clearly recite what has and 
has not been done. 

The following are some of the mat- 
ters that should be commented upon: 


1. Outside verifications are very 
rarely made in connection 
with monthly audits. Never- 
theless the omission of such 
verifications should be re- 
ferred to. 


2. Where inventories are used, a 
clear statement should be 
made explaining how they 
were determined and to what 
extent they were verified. 


3. Any undue limitations as to 
the scope of the audit im- 
posed upon the accountant 
by his client should be fully 
but tactfully set forth. 


4. The failure to make adjust- 
ments for accruals, prepay- 
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ments, bad debts, deprecia- 
tion and the like, is to be dis- 
couraged, and should, of 
course be brought to light. 
Where the cumulative oper- 
ations from the beginning of 
the year to date have resulted 
in a profit, both the balance 
sheet and income statement 
should bear a footnote with 
respect to the treatment 
given income and _ profits 
taxes. 


5. When reporting upon highly 
seasonal enterprises or upon 
others where it is pertinent, 
purchase and/or sales com- 
mitments might well be 
shown in the monthly report. 
Thisinformation is extremely 
valuable to the client and his 
credit grantor. 


Where it is not practical to do 
this in the monthly report, 
attention should be directed 
to the omission. 


6. The preceding statement ap- 
plies with equal force to all 
other contingent liabilities. 


7. The monthly report furnishes a 
vehicle to the accountant 
with which to convey to his 
client matters of special in- 
terest and importance. Some 
of these matters are: 


(a) Important changes in 
financial condition 


(b) Variations in operations 

(c) Recommendations 

(d) Unusual points disclosed 
by the audit, and 


(e) Matters about which the 
accountant wishes to go 
down on record with the 
client. 


It is sometimes desirable to make 
some of these items the subject of a 
separate letter to the client. 


B. Balance Sheet: 


For some unexplainable reason 
balance sheet comparisons are very 
seldom found in monthly audit re- 
ports. Comparisons of the present 
position with the financial condition 
at the close of the previous month, 
the beginning of the fiscal year and 
the corresponding date a year ago, 
will often prove enlightening. 


C. Income Statement: 
Comparisons 


Certainly income statement com- 
parisons should be given wherever 
feasible. Comparisons with the pre- 
vious month or with the correspond- 
ing month a year ago are generally 
valuable. 


Current Month and Year to Date 


The profit and loss statement is 
often of limited value unless it re- 
flects the operations for both the 
month under audit and the year to 
date. Such a statement should be 
supplemented by a summary of the 
final net results for each month for 
the year to date. 


Percentages 


Percentages judiciously used are 
the basis for analysis and interpreta- 
tion of the income account. Varia- 
tions in operations cannot be intel- 
ligently accounted for without the 
use of percentages or unit analysis. 


Units 


Wherever data are available as to 
units, all, or the more important 
items in the income statement, should 
be shown with averages per unit 
sold. These unit averages generally 
make for a more accurate analysis 
than do percentages. Some examples 
of units that may be used are—tons, 
pounds, gallons, barrels, dozens, and 
yards. 


Budget 


If a budget has been prepared or 
is in operation, the accountant might 
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well report on the monthly opera- 
tions by making comparisons of ac- 
tual results with the budget and 
showing variations therefrom. 


Industry Operating Data 


Where such information is obtain- 
able averages for the industry often 
provide a valuable basis for com- 
parison. Such comparisons are most 
interesting and enlightening to the 
client. 


Extraordinary Charges 


In view of the short period cov- 
ered by the monthly income state- 
ment, unusual expenses or losses of 
substantial amounts, if merged with 
operating expenses, might obscure 
the picture. Where only the current 
month’s operations are being re- 
ported upon, such expenditures 
should be separately shown, prefer- 
ably below operating income. This 
notwithstanding that some of these 
items are properly treated as operat- 
ing expenses in the yearly statement. 
A similar procedure should be fol- 
lowed with respect to relatively large 
expenses applicable to prior months 
but recorded in subsequent months. 

If the income statement gives 
monthly and year-to-date figures, it 
may be impracticable to follow the 
procedure just suggested. In such 
cases unusual items and expenses of 
prior months should be brought to 
light by parenthetically adjoining ex- 
planations, by footnotes on the state- 
ment, or, in some cases, by comments 
in the text of the report. 


Inventories 


The matter of inventories in 
monthly audit reports is one that has, 
no doubt, engaged the careful con- 
sideration of many practitioners. We 
all know that for many of our clients 
it is impractical and sometimes well 
nigh impossible to take monthly 
physical inventories. The problem 
has been met in practice by prepar- 
ing monthly audit reports based 


upon :—perpetual inventories, retail 
method inventories, detail costing of 
individual sales, percentage of gross 
profit inventories, fixed and constant 
inventories, and inventories esti- 
mated by the client. 

The mentioning of these inventory 
methods should not be construed as 
an unqualified recommendation for 
their use under any and all condi- 
tions. On the contrary, the account- 
ant must carefully consider each 
case to determine whether the 
method adopted is the best available 
under the circumstances, and 
whether it will consistently produce 
substantially accurate results. 


As it is the accountant’s iunction 
to make his monthly reports as en- 
lightening as possible, he will serve 
all concerned best by rendering them 
with inventories wherever feasible. 
As stated hereinbefore, such reports 
should fully and clearly explain how 
the inventories were determined and 
to what extent they were verified. 

If no inventories are used, the re- 
port will generally be more intelli- 
gible if prepared to show the so- 
called “break even” inventory. Thus, 
the assets and liabilities are shown in 
one exhibit and the operating ac- 
counts in another, both arranged 
according to the regular classifica- 
tions used. The “inventory required 
to keep capital intact” is given as 
the balancing figure in both exhibits. 

Where physical inventories are 
used, the auditor should exercise 
great care to ascertain that the proper 
cut-off has been made in the matter 
of receiving and shipping. This as- 
sumes considerable importance in 
connection with monthly reports as 
any error in inventories would natur- 
ally have an exaggerated effect in 
view of the short operating period. 

Mark-downs or reductions in in- 
ventory values, if ascertainable, 
should be reflected currently in 
monthly reports. They should not 
be permitted to accumulate until the 
end of the season or year. 
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Charges for Later Allocation 


Reference has been made to a gen- 
eral ledger account entitled “Charges 
for Later Allocation” used as a re- 
_ pository for such items as taxes, in- 
terest, water, license fees, insurance, 
and the like. The purpose of this ac- 
count is to segregate those charges 
which find their way into the books 
of account at irregular intervals or 
at intervals exceeding a month. Col- 
umns provide for the necessary 
classification. 

In preparing the monthly report 
predetermined monthly pro rata 
charges for the items referred to are 
taken up in the income statement and 
the “Charges for Later Allocation” 
account is appropriately merged with 
the accruals and prepaid items on the 
balance sheet. 


Predetermined Monthly Charges 

Manifestly, accurate monthly bal- 
ance sheets and income statements 
must reflect, respectively, all known 
and ascertainable assets and liabili- 
ties, and income and expenses. This 
presupposes the predetermination 
_and proration of various items of cost 
and expense. 

Extreme care must be exercised 
both in estimating the aggregate 


charge to be absorbed and in deter- 
mining the method of spreading it. 
Some charges are best allocated in 
equal monthly amounts whereas 
others are more properly distributed 
on the basis of sales or production. 


It should be remembered that, in 
the last analysis, the end to be accom- 
plished is that the aggregate of the 
operating results of the twelve 
months must closely approximate the 
net profit or loss shown on the yearly 
statement. 


Obviously, monthly income state- 
ments should reflect currently all as- 
certainable costs, expenses and loss- 
es, of whatever nature. This will 
avoid substantial season or year-end 
adjustments for bad debts, inventory 
mark-downs, and other such items. 


General 


May I express the opinion that in 
preparing monthly audit reports the 
accountant should depart from “so 
called” orthodox presentation when, 
by so doing, he can tell his story more 
clearly and less technically. Stereo- 
typed forms, set-ups, and termi- 
nology should be avoided where 
more lucid and more accurate expres- 
sion can be substituted. 
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